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SUMVARY

Staff has devel oped a draft proposal that woul d anmend
Regul ation Z (Truth in Lending) in a variety of ways to
address “predatory lending.” Regardless of howit is
defined specifically, the term*“predatory | ending”
generally is applied to what is believed to be a small
portion of subprine nortgage | ending. The staff draft
woul d address reported instances of predatory | ending by 1)
extendi ng coverage of the Honme Omnership and Equity
Protection Act of 1994 (HOEPA), sonetinmes known as the
hi gh- cost nortgage section of the Truth-in-Lending Act, to
nore nortgage |l oans; 2) requiring a new disclosure on
refi nanci ngs covered by HOEPA provisions; and 3)
prohibiting certain acts and practices believed to be
preval ent in predatory types of |ending and requiring
docunentation of other actions to denonstrate that they are
not illegal.

Wth avail able information it is not possible to
determ ne the extent of |ending that m ght be considered
“predatory” under common definitions. The staff proposa
likely would have some chilling effect on | enders that
engage in predatory activities, causing themto curtai
such I ending. Because the regulatory revisions also would
likely affect sone other subprine credits, they could nake
sone subprine lending nore costly and relatively |ess
attractive to other |enders engaged in nortgage | ending.

DI SCUSSI ON

Subprinme lending, as the termis comonly used, has no
strict definition. |In conmon usage the termis often
defined according to:



1) consumer or borrower circunstances (e.qg.
consuners w th unconventional sources of incone or
consumers consi dered to pose elevated credit risk due to
poor or undocunented credit histories);

2) type of credit (e.g. high loan to val ue
nor t gages, short-term cash advances not related to credit
cards -- such as so-called "payday | oans” or pawn | oans);
or

3) conbi nations of consuner circunstances and
type of credit (e.g. unsecured |oans or secured | oans such
as nortgage | ending or used-car |oans to | ow incone or
credit-inpaired consuners).

In contrast, the term"predatory lending” typically is
defined according to specific features of individual credit
accounts (e.g. especially high interest rates or fees, high
prepaynent penalties) or specific practices of the creditor
in individual cases (e.g. high-pressure marketing, focus on
avai l able equity in property owned by unsophi sticated
borrowers rather than on their ability to pay, frequent
refinancing of the |oans on a property on terns unfavorable
to the borrower, and illegal practices). Many practices
associ ated with predatory | oans are already illegal under
state laws, (e.g. deception, fraudulent failures to account
for paynments or refunds properly, falsification of
docunents, etc.).

Most conmmentators contend that subprine lending is a
necessary but not sufficient condition for predatory
| ending. Thus, to nost observers not all subprinme is
predatory, but nost or all predatory |lending is subprine.
They argue that the reason predatory | ending occurs nostly
in the subprine area is that there is | ess conpetition in
t he subprinme market, nmany borrowers of subprine |oans are
not financially sophisticated, and some of these borrowers
are in difficult financial circunmstances and nmay be taken
advantage of nore easily. Frequently, there is an
acconpanyi ng contention that the reason for | ower |evels of
conpetition in subprime lending is insufficient presence of
prinme lenders in | ocal markets where subprine lending is
common.

The Congress first addressed the issue of predatory
lending in 1994 with the enactnment of HOEPA. It was
contenplated at the time that further regulatory action to
curtail such lending activities m ght be warranted and the
Board was given sone discretionary authority to take such



actions. Staff has proposed a variety of approaches to
further address the issue of predatory lending in three
general categories:' 1) expanding the number of |oans

subj ect to provisions of HOEPA; 2) requiring an additiona
di scl osure on nortgage | oans that are refinancings and are
subj ect to HOEPA provisions; and 3) making certain acts and
practices unl awful under federal |aw and requiring
docunentation for others. These approaches in the staff
proposal would potentially also enconpass sone unknown
nunber of subprinme but not necessarily predatory | oans, as
wel | as predatory | oans.

1) Extendi ng HCEPA coverage. There is a two part test
for coverage under the HOEPA provisions of Truth in
Lending. Under the first test, if the annual percentage
rate (APR) on a nortgage | oan exceeds the interest rate on
United States Treasury securities of conparable nmaturity by
nore than ten percentage points, the loan is subject to the
HCOEPA speci al provisions. The staff proposal would | ower
this threshold to ei ght percentage points. Under the
second test, loans with non-interest fees (not paid to
unaffiliated third parties for reasonable cl osing costs)
nore than the greater of 8 percent of the |oan anount and
an anount that adjusts yearly ($451 in year 2000 and $465
in 2001) also are subject to the special provisions of
HOEPA. The staff proposal would change this latter test to
i nclude prem uns on single-premumcredit insurance and
related products. The nunber of additional nortgage |oans
t hat woul d be covered by HOEPA as a consequence of this
change i s unknown, but l|ikely would include a high
proportion of nortgages that include single-premumcredit
I nsur ance.

Relatively little information is publicly avail able on
the distribution of nortgage | oans by APR or fees.
Consequently, the proportion of such | oans currently
covered by either of the tests is not known. Sone
i nformati on about the distribution of subprime nortgage
| oans by coupon rate (but not by APR or fees) is avail able
fromthe Mrtgage Information Corporation (MC).? These
data indicate that about one percent of subprinme nortgage

A rel ated but separate staff proposal to amend Regul ation C that woul d
gather nmore information about nortgage nmarkets, including subprine |ending, was
proposed by the Board for public comrent on Novenber 29, 2000.

2M C data include information on about 1.5 million subprinme nortgage
loans froma linmted nunber of |arge subprine |enders. These data may not be
representative of the subprine nortgage narket as a whole.



| oans carry a coupon that is nore than ten percentage

poi nts above the 30-year Treasury rate and, consequently,
woul d currently be subject to the HOEPA provisions on this
basis (if the APR is near the coupon rate, which is
generally the case for longer-term nortgages). These data
also indicate that an additional 4 to 5 percent of such

| oans carried a coupon rate 8 to 10 percentage points above
t he 30-year Treasury rate.

Covering nore | oans under the HOEPA provisions would
extend to nore | oans the protections of that Act, including
nore di sclosures, a longer waiting period associated with
generating the credits, and prohibitions on sone practices
such as bal | oon- paynent provisions on |oans of maturity
| ess than five years or negative-anortization paynent
schedul es. Because HCEPA | oans appear to be nore costly to
make and carry a stigma in the secondary market, greater
coverage could have a chilling effect and rai se regul atory
costs in a segnent of the subprinme nortgage market. This
m ght deter interest of sone predatory lenders in this
market. It seenms unlikely this effect would be restricted
to predatory | enders alone, however, and it coul d cause
sonme potential new legitimte conpetitors to forego entry
into this market where conpetition currently is alleged to
be | ow.

2) New disclosure. The staff proposal al so requests
comment on an additional disclosure (total |oan anbunt) to
be included anong the early HOEPA discl osures for
refinancing | oans subject to the Act. (The proposal also
asks for comrent on a generic disclosure for consuners to
seek additional independent financial advice when
appropriate.) The proposal notes that both creditors and
consuner advocates question the benefit of additional early
di scl osures to prevent predatory |ending, although sone
addi ti onal disclosure mght be in the interest of
borrowers. The new item would be transaction specific and
woul d require system changes by creditors to produce the
correct docunent. (The disclosure recommendi ng seeki ng
i ndependent financial advice could be preprinted.)

3) Prohibiting and requiring specific acts and
practices. The staff proposal would address a nunber of
specific acts and practices. First, the staff proposal
woul d specifically prohibit a creditor holding a | oan
subj ect to HOEPA fromrefinancing the loan within twelve
nmonths of its origination, unless the creditor can




denonstrate that the refinancing is in the borrower’s
interest. This provision is specifically intended to
address the issue of “loan flipping,” a practice believed
to be conmmon in predatory | endi ng, whereby a | ender
refinances a loan rapidly or frequently, charging fees each
time, but where the borrower does not achieve nuch benefit,
if any. This approach should have the effect of making the
nost egregi ous exanples of flipping nore difficult to
undertake, at sonme risk of making the financial situation
of those consunmers with sone real need to refinance a
credit somewhat nore difficult.

Second, the staff proposal would prohibit creditors
within five years of an origination fromrefinancing with
hi gher-rate | oans certain zero-interest-rate and other | ow
cost | oans from nortgage-assi stance prograns unl ess the
creditor could denonstrate that the refinancing is in the
interest of the borrower. This approach also should have
the effect of making the nost egregi ous exanpl es of abuse
nmore difficult to perpetrate, again at sone risk of making
the financial situation of those consunmers with sone real
need to refinance a credit sonmewhat nore difficult.

Third, the staff proposal would require that creditors
assenbl e docunentati on denonstrating a consuners’ ability
to repay HOEPA | oans to rebut a presunption that absence of
such information anbunts to engaging in an illegal pattern
or practice of making asset-based HOEPA | oans. Because a
pattern or practice of maki ng asset-based HOEPA | oans
currently is inpermssible, legitimate |lenders in this
mar ket presumably have procedures in place to show that
they are not lending illegally. Consequently, this
provision is not |likely to have any substantial effect on
the substantive practices of legitimte | enders, although
they may feel the necessity to increase docunentation to

prevent frivolous litigation. The proposal likely wll
have a deterrent effect on truly predatory asset-based
| enders who will have difficulty denonstrating the

| egitimacy of such credits.

Fourth, the proposal would prohibit HOEPA demand | oans
and woul d prohibit the structuring of what is essentially a
cl osed-end | oan into an open-end plan nerely to avoid the
restrictions of HOEPA. It seens that exanples of these
practices will be uncomon anong |egitimate subprinme
| enders and so the inpact on the legitimate subprine nmarket
shoul d not be great. As with the other regul atory



provi sions, there may be some | egal risks associated with
the possibility of additional litigation.



